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Prudential's  Economic  Forecast  for  1967 

THE  OUTLOOK   IN   BRIEF 


Many  Americans  feel  uneasy  about  the  economic 
outlook,  as  predictions  both  of  boom  and  recession 
fill  the  air.  With  this  uncertainty,  it  is  more  important 
than  ever  to  analyze  carefully  the  strengths  and  weak- 
nesses of  the  U.  S.  economy.  This  Annual  Economic 
Forecast,  like  its  predecessors,  examines  the  major 
sources  of  demand  —  the  outlook  for  government 
spending,  business  capital  expenditures,  inventory 
buying,  consumer  outlays,  housing,  and  foreign  trade. 
The  end-product  is  a  forecast  of  Gross  National  Prod- 
uct, our  most  comprehensive  measure  of  total  eco- 
nomic activity.  On  the  basis  of  this  analysis,  we 
expect  a  good  economy,  with  no  recession  during  the 
year  ahead. 

Every  housewife  knows  that  inflation  has  been 
gathering  momentum,  with  food  prices  and  the  cost 
of  services  taking  a  larger  slice  out  of  her  budget. 
During  1966,  consumer  prices  rose  372%,  or  twice  as 
fast  as  the  year  before.  This  acceleration  of  inflation 
was  reflected  in  a  6%  increase  in  food  costs  (partic- 
ularly for  meats,  fruits,  and  vegetables),  and  a  near 
5%  rise  in  the  cost  of  services.  Household  mainten- 
ance and  repair  charges  increased  6V2%   as  skilled 


carpenters,  plumbers  and  electricians  became  increas- 
ingly hard  to  find.  Medical  costs  jumped  7%. 

The  price  pressures  of  1966  reflected  an  economy 
stretched  to  capacity.  Heavy  Government  demands 
were  superimposed  upon  booming  plant  and  equip- 
ment expenditures  and  vigorous  consumer  spending. 
In  this  environment,  negotiated  wage  increases  ac- 
celerated from  an  average  of  372%  in  1965  to  5% 
in  1966. 

Overall  Gross  National  Product  — the  value  of  all 
goods  and  services  produced  —  rose  872%  during  the 
past  year.  Unfortunately,  372%  of  this  rise  resulted 
from  higher  prices  and  therefore  did  not  help  lift 
real  consumer  buying  power.  But  the  remaining  5% 
represented  an  increase  in  the  physical  output  of 
goods  and  services.  This  impressive  increase  is  un- 
likely to  be  repeated  in  1967  since  there  is  so  little 
slack  left  in  the  economy.  In  early  1966  it  was  still 
possible  to  replace  unemployment  checks  with  pay 
checks.  But  labor  and  plants  are  now  working  so  near 
full  employment  that  real  output  in  1967  can  advance 
no  more  than  4%. 

What  worries  some  observers,  however,  is  not  our 
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ability  to  expand  production  but  that  the  boom  will 
peter  out  and  a  recession  begin  in  1967.  They  point 
to  declining  housing  starts,  weakness  in  new  orders 
for  durable  goods,  lagging  car  sales,  and  depressed 
stock  prices  as  symptoms  of  an  economy  heading  for 
trouble.  We  do  not  share  this  view.  Although  the 
rate  of  economic  growth  may  slow  in  the  second  half 
of  1967,  we  expect  no  recession  during  the  coming 
year.  In  brief,  these  are  our  reasons: 

Federal  government  spending  will  soar  $12  billion,  as 
both  defense  and  non-defense  expenditures  continue 
to  rise. 

State  and  local  spending  will  increase  $5  billion.  While 
substantial,  this  gain  is  somewhat  less  than  the 
amount  indicated  by  a  simple  projection  of  past 
trends. 

Business  capital  outlays  will  rise  $6  billion  or  71lz% 
in  the  full  year  1967.  Although  this  is  only  60%  as 
much  as  the  dollar  rise  in  1966,  it  is  still  a  consider- 
able advance.  The  combined  effect  of  tight  money  and 
the  suspension  of  the  7%  investment  credit  will  re- 
duce new  orders  but  will  not  affect  actual  outlays 


until  mid-1967.  At  that  time,  a  minor  and  short-lived 
dip  in  plant  and  equipment  expenditures  is  likely. 

Inventory  buying  will  continue  at  an  above-normal 
$7.5  billion,  compared  with  the  hectic  $10.5  billion 
accumulation  of  1966. 

Housing  starts  have  been  in  the  doldrums  for  months. 
As  a  result  of  tight  money,  a  more  than  300,000  unit 
backlog  of  demand  has  been  accumulated.  The  result 
will  be  an  upturn  in  housing  expenditures  during  the 
second  half  of  1967,  just  as  plant  and  equipment  ex- 
penditures begin  to  show  signs  of  easing. 

Consumer  expenditures  will  rise  7% ,  in  line  with  our 
projected  increase  in  personal  incomes.  The  average 
American  family  will  enjoy  a  boost  in  income  from 
$7,250  in  1966  to  $7,600  in  1967. 

We  conclude,  therefore,  that  overall  GNP  will  rise  an 
impressive  $50  billion,  from  $740  to  $790  billion.  This 
equals  a  7%  increase,  of  which  inflation  will  claim 
3%,  real  growth  4%.  During  the  second  half  of  1967, 
however,  some  slowing  of  the  expansion  is  expected. 
The  result  will  be  smaller  real  growth  but  also  less 
intense  price  pressures  as  the  year  draws  to  a  close. 


GNP  COMPONENTS 

1966* 

1967 

(in  billions) 

Federal  government  spending 

$  76.0 

$  88.0 

State  and  local  outlays 

76.0 

81.0 

Business  capital  expenditures 

80.0 

86.0 

Inventory  buying 

10.5 

7.5 

Housing  outlays 

26.5 

26.0 

Consumer  spending 

466.0 

497.0 

Foreign  trade 

Total  GNP 

5.0 

4.5 

$740.0 

$790.0 

*The  U.S.  Dept.  of  Commerce  revised  the  GNP  accounts  substantially  in 

1966. 

Federal  government  spending 

A  major  uncertainty  in  the  economic  outlook  is  defense  spending. 
During  1966,  defense  contributed  $8  billion  to  the  $10  billion  in- 
crease in  total  Federal  outlays. 


The  U.  S.  economy  is  so  large  and  productive  that  even  the 
present  $60  billion  of  defense  expenditures  account  for  only  8% 
of  GNP,  compared  with  over  13%  at  the  time  of  Korea.  But  it  would 
be  wrong  to  conclude  that  Vietnam  does  not  represent  a  signficant 
burden. 


FEDERAL  GOVERNMENT  PURCHASES 

I      |  NATIONAL  DEFENSE 
I       |  OTHER  PURCHASES 
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A  relatively  small  increase  in  defense  expenditures,  on  top  of  an 
economy  already  fully  employed,  is  more  inflationary  than  a  larger 
increase  at  a  time  of  unemployment  and  idle  productive  capacity. 
When  the  Korean  conflict  erupted,  we  had  just  been  through  a 
business  recession.  But  the  Vietnam  war  flared  up  following  more 
than  four  years  of  economic  expansion,  one  of  the  longest  periods 
of  economic  expansion  in  history.  What  breaks  the  proverbial 
camel's  back  is  not  the  weight  of  the  "last  straw"  but  the  weight  of 
the  burden  the  camel  is  already  carrying.  In  terms  of  the  present 
U.  S.  economy,  these  burdens  are  substantial. 

For  1967,  we  assume  a  further  buildup  in  our  Vietnam  troop 
strength,  with  the  total  rising  from  350,000  men  in  November  of 
1966  to  about  500,000  men  a  year  later.  If  our  commitment  is  in- 
creased much  beyond  this  figure,  say  to  750,000,  we  are  likely  to 
have  partial  mobilization  with  the  sort  of  price-wage  controls  which 
accompanied  the  Korean  conflict. 

Our  assumption  about  the  military  buildup  implies  a  full-year 
increase  in  defense  expenditures  of  $10  billion.  Past  appropriations 
will  push  up  non-defense  outlays  an  estimated  $2  billion  during  the 
year.  If  the  President  carries  out  his  pledge  to  scrutinize  Govern- 
ment expenditures  with  particular  care,  the  rise  in  total  Federal 
outlays  in  1967  can  be  held  to  the  projected  $12  billion.  This  would 
bring  dollar  expenditures  to  $88  billion.  [Since  this  figure  measures 
actual  Government  purchases,  it  differs  from  the  Federal  cash  bud- 
get which  includes  transfer  payments  such  as  Social  Security,  and 
from  appropriations  which  are  usually  spent  in  more  than  one  year.] 

What  if  somehow  peace  in  Asia  could  be  restored?  Undoubtedly, 
it  would  bring  a  temporary  period  of  adjustment  during  which  plans 
and  productive  efforts  would  be  redirected.  But  we  do  not  believe 
for  a  moment  that  war  is  needed  to  sustain  the  momentum  of  the 
American  economy.  The  restoration  of  peace  would  remove  some 
of  the  demand  pressures  which  are  now  pushing  the  economy  for- 
ward at  a  faster  pace  than  the  growth  in  physical  capacity.  Peace 
would  allow  the  nation  to  concentrate  on  its  domestic  needs  and 
perhaps  even  permit  another  across-the-board  income  tax  cut.  It 
would  promote  a  healthier,  less  inflationary  economy  which  in 
turn  would  generate  a  more  sustainable  long-run  rate  of  economic 
advance. 


State  and  local  spending 

These  expenditures  are  also  heading  higher,  prodded  by  the 
social  needs  of  a  rising  population  and  the  priority  set  on  the  con- 
struction of  schools,  highways,  pollution  controls  and  the  like.  In 
the  past,  it  was  possible  to  project  the  rise  of  state  and  municipal 
government  spending  with  considerable  accuracy  by  drawing  a 
trend  line  through  a  chart  of  past  growth,  such  as  appears  at  the 
right.  But  this  is  not  a  reliable  method  for  1967.  With  capital  funds 
and  some  types  of  labor  in  short  supply,  the  increase  in  1967  is 
likely  to  be  somewhat  below  that  trend.  Nonetheless,  we  expect  a 
$5  billion  rise  in  1967,  bringing  state  and  local  outlays  to  $81  billion. 


Business  capital  expenditures 

The  money  American  business  spends  for  new  factories,  ware- 
houses, stores,  machine  tools  and  other  equipment  produces  a  two- 
fold economic  effect.  It  adds  first  to  the  total  demands  made  upon 
the  economy,  which  at  a  time  of  full  employment  generates  added 
price  pressures.  Undoubtedly,  the  15%  increase  in  business  capital 
spending  intensified  demands  and  therefore  inflationary  pressures 
in  1966. 

The  second  effect  occurs  once  new  plants  and  equipment  are 
actually  put  to  use.  It  is  then  that  the  business  capital  expenditures 
ease  inflation  by  adding  to  capacity  and  improving  efficiency.  Had 
it  not  been  for  the  dynamic  expansion  plans  of  business  in  1964 
and  1965,  inflation  would  have  been  an  even  more  serious  problem 
in  1966.  Thus,  business  capital  spending  is  a  two-edged  sword, 
adding  to  inflation  temporarily  as  it  bids  for  scarce  labor  and  mate- 
rials, but  enhancing  long-run  productive  efficiency  and  capacity. 

The  accompanying  chart  shows  the  enormous  expansion  which 
has  taken  place  in  business  capital  spending  during  the  past  five 
years.  From  a  level  of  $47  billion  in  1961,  total  spending  rose  to 
$80  billion  in  1966.  In  the  past  two  years  alone,  plant  and  equipment 
outlays  soared  by  one-third.  Despite  these  tremendous  capital  addi- 
tions, business  is  now  operating  at  about  92%  of  capacity,  which  for 
most  firms  results  in  peak  efficiency  and  profits.  With  no  excess 
capacity  evident  at  the  moment,  it  might  seem  that  we  could  safely 
continue  to  enlarge  capacity  in  1967.  We  doubt,  however,  that  an- 
other 15%  annual  rise  in  business  capital  spending  would  be  desir- 
able. History  indicates  that  an  over-expansion  of  capacity  does  not 
become  apparent  until  it  is  too  late,  until  the  growth  in  overall  dem- 
ands begins  to  slow  down.  This  happened  in  1958  with  the  result 
that  capital  outlays  that  year  declined  more  than  10% . 

This  time,  fortunately,  we  do  not  see  any  over-building  of  capac- 
ity ahead.  In  1967,  we  expect  plant  and  equipment  outlays  to  rise 
772%  for  the  year.  The  pattern  during  the  year  will  probably  show 
a  continued  expansion  during  the  first  six  months  with  a  mild  sag 
beyond  then. 

The  tight  money  situation  together  with  the  suspension  of  the 
7%  investment  credit  will  cut  new  orders  immediately  but  will  not 
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BUSINESS  CAPITAL  EXPENDITURES 
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affect  actual  deliveries  during  the  early  part  of  the  year.  The  back- 
log of  existing  orders  is  sufficiently  large  to  sustain  the  momentum 
of  capital  expenditures  until  about  mid-year.  Only  a  mild  decline 
in  spending  is  likely  thereafter. 

For  the  full  year  1967,  the  projected  71/z%  increase  in  plant  and 
equipment  expenditures  will  add  $6  billion  to  the  nation's  total 
output. 


Inventory  buying 


Business  inventory  buying  has  been  fast-paced.  To  keep  up  with 
growing  sales,  inventories  should  grow  at  a  rate  of  about  $5  billion 
per  year.  But  during  1966,  actual  buying  was  more  than  twice  this 
amount,  or  $10.5  billion.  From  the  individual  firm's  point  of  view, 
it  made  sense  to  put  aside  additional  inventory  as  a  hedge  against 
more  inflation  and  delivery  delays.  For  the  economy  as  a  whole, 
however,  it  added  an  unsustainable  element  of  demand. 

The  inventory  binge  of  1966  is  unlikely  to  continue.  Before  long, 
inventory  orders  will  yield  to  bulging  warehouses.  In  1967,  we 
expect  inventories  to  grow  by  $7.5  billion,  still  somewhat  above 
normal,  but  below  the  hectic  $10.5  billion  pace  of  1966.  So  far  as 
GNP  is  concerned,  producing  $3  billion  less  for  inventory  than  the 
year  before  will  reduce  the  year-to-year  gain  in  total  output  by 
that  amount. 
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Housing  outlays 


In  1966,  housing  became  the  prime  casualty  of  tight  money.  The 
booming  corporate  demand  for  funds,  coupled  with  the  anti-infla- 
tionary policies  of  the  Federal  Reserve  System  cut  into  the  supply 
of  mortgage  funds  and,  in  turn,  depressed  housing  starts  to  a  level 
not  seen  in  six  years.  But  this  is  history  and  our  purpose  is  to  look 
to  the  future. 

We  see  brighter  days  ahead  for  the  housing  industry,  beginning 
with  the  second  half  of  1967.  Federal  efforts  to  pump  money  into 
housing  will  provide  some  stimulus  but  more  important  will  be  the 
emergence  of  natural  market  forces. 

By  mid-1967,  a  considerable  backlog  of  demand  for  housing  will 
have  been  built  up.  According  to  our  analysis  of  population  factors 
and  vacancy  rates,  unfilled  housing  demand  will  come  to  some 
300,000  units.  This  accumulation  of  unsatisfied  demand  provides 
considerable  insurance  against  recession.  The  excesses  of  the  pre- 
vious housing  boom,  especially  the  over-building  on  the  West  Coast, 
have  been  corrected.  As  a  result,  housing  is  in  a  healthy  state  and 
ready  to  come  to  the  fore  when  other  sectors,  especially  plant  and 
equipment  outlays,  display  signs  of  slackening  in  later  1967. 

Although  housing  outlays  will  show  no  important  change  for 
the  full  year  1967,  we  expect  expenditures  by  the  fourth  quarter 
to  be  at  a  $27  billion  rate,  about  $3  billion  more  than  at  the  end  of 
1966.  This  revival  in  expenditures  will  be  brought  about  by  an 
upturn  in  housing  starts  from  the  one  million  unit  rate  as  this  Fore- 
cast is  written,  to  1.4  million  one  year  later. 


Consumer  spending 


In  our  highly  diversified  economy,  it  is  easy  to  get  a  distorted 
view  of  current  developments.  Even  in  a  booming  economy,  if  one 
looks  only  at  coal  mining  in  West  Virginia  or  automobile  production 
in  Detroit,  it  might  seem  as  if  business  were  generally  slack.  How- 
ever, if  we  look  across  all  geographic  areas  and  industries,  we  get 
a  more  optimistic  picture. 

Car  production  alone  does  not  determine  the  direction  or  even 
the  magnitude  of  the  economy.  As  the  chart  shows,  the  recent  sag 
in  auto  sales  has  hardly  dented  aggregate  consumer  outlays.  Spend- 
ing for  durable  goods  —  cars,  refrigerators,  washing  machines,  and 
color  TVs  —  totaled  $68  billion  in  1966,  or  only  15%  of  total  con- 
sumer outlays  and  less  than  10%  of  GNP.  Car  sales  alone  amounted 
to  $29  billion,  or  6%  of  consumer  outlays  and  4%  of  GNP.  More- 
over, auto  sales  are  already  down  to  a  rate  of  8V2  million  units  from 
9V2  million  earlier  in  the  year.  Thus  the  adjustment  in  car  sales  is 
now  behind  us.  A  leveling  in  sales  from  this  point  on  will  not  affect 
the  economy  adversely. 

The  chart  shows  the  remarkably  steady  rise  in  consumer  pur- 
chases of  non-durable  goods  and  services.  As  consumer  incomes 
rise,  about  85%  of  the  increase  goes  for  such  non-durables  and 
services  as  food,  clothing,  rent,  medical  care,  and  recreation.  In 
1967,  larger  amounts  of  government  and  business  spending  will 
permeate  the  economy  and  stimulate  consumer  outlays.  In  addi- 
tion, wage  increases  —  which  push  up  costs  as  well  as  incomes  — 
may  well  exceed  those  of  recent  years.  Contracts  covering  some 
two  million  workers  are  expiring,  compared  with  one  million  in 
1966.  Consumers  will  also  feel  the  effects  of  being  in  better  shape 
at  income  tax  time  next  April.  Because  of  the  graduation  of  with- 
holding taxes,  income  tax  balances  should  be  smaller  and  refunds 
larger.  All  these  influences,  including  a  rising  volume  of  Medicare 
payments,  will  line  the  pockets  of  consumers  and  swell  their  spend- 
ing. (We  assume  that  taxes  will  be  increased  across  the  board  only 
if  Federal  expenditures,  particularly  for  defense,  rise  beyond  our 
estimates.  The  result  would  be  larger  Government  outlays,  offset 
by  more  restrained  consumer  spending.) 

For  the  full  year  1967,  total  consumer  spending  appears  headed 
for  a  7%  rise,  from  $466  billion  to  $497  billion,  adding  $31  billion 
to  GNP.  The  astounding  size  of  the  American  economy  is  illustrated 
by  the  fact  that  consumer  spending  alone  will  reach  one-half  trillion 
dollars  in  the  year  ahead. 


Foreign  Trade 


In  terms  of  our  total  economy,  net  exports  have  never  loomed 
very  large.  The  1966  excess  of  exports  over  imports  amounted  to 
$5  billion,  or  6V2%  of  GNP.  But  because  of  the  overall  deficit  in 
our  balance  of  international  payments,  the  foreign  trade  balance  is 
assuming  an  increasingly  important  role  in  the  design  of  economic 
policies. 

It  may  seem  paradoxical  to  mention  the  excess  of  exports  over 
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imports  when  our  overall  balance  of  payments  is  in 
deficit.  The  explanation  is  that  the  outflow  of  funds  in 
the  form  of  military  assistance  programs,  economic 
aid,  and  private  capital  is  so  large  as  to  convert  the 
trade  surplus  into  an  overall  payments  deficit. 

In  1967,  as  imports  rise  somewhat  faster  than  ex- 
ports, we  expect  the  trade  surplus  to  decline  to  $4.5  bil- 
lion, thereby  subtracting  one-half  billion  from  GNP. 


But  our  overall  international  deficit  will  probably 
worsen  by  an  even  larger  amount  in  response  to  more 
overseas  military  assistance  and  the  necessity  of  mov- 
ing our  highly  sophisticated  NATO  bases  from  France 
to  other  locations  on  the  Continent.  To  the  extent  that 
this  spending  is  overseas  rather  than  at  home,  it  has  no 
effect  on  our  domestic  economy  but  aggravates  the 
deficit  in  our  balance  of  international  payments. 
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ANNUAL  INCREASE  IN  GNP 
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TOTAL  DEMAND  AND  PRICES 

When  we  add  up  these  components  of  demand  for  1967,  we 
obtain  a  GNP  of  $790  billion,  up  $50  billion  over  the  year  before. 
One  way  to  look  at  this  increase  is  to  note  that  it  is  half  as  large  as 
the  total  level  of  GNP  in  either  France  or  the  United  Kingdom.  An- 
other way  to  view  it  is  to  consider  the  size  of  the  percentage  in- 
crease, or  7%. 

By  most  historical  standards,  7%  would  be  considered  an  im- 
pressive increase  indeed.  But  by  the  standard  of  1966,  it  represents 
a  slowing  down.  To  gain  perspective  it  is  necessary,  first  of  all,  to 
deduct  the  toll  inflation  will  take.  Out  of  the  7%  overall  gain,  price 
inflation  will  claim  3%  or  nearly  half.  This  leaves  a  balance  of  4% 
in  real  growth.  During  1966,  the  overall  GNP  gain  was  8V2%,  of 
which  real  growth  was  5%.  This  high  level  of  real  growth  was 
made  possible  by  the  rise  in  our  labor  force,  the  increase  in  pro- 
ductivity, and  by  putting  to  work  some  unemployed  workers  and 
unused  capacity.  During  1967,  we  will  continue  to  benefit  from  a 
growing  labor  force  and  increased  productivity.  But  since  the  econ- 
omy is  now  operating  at  full  capacity,  because  the  gap  between 
actual  and  potential  production  has  been  closed,  real  economic 
growth  will  be  limited  to  4% .  In  most  countries  of  the  world,  a  4% 
real  growth  rate  would  be  considered  an  extremely  bright  prospect. 
Even  by  U.S.  standards,  it  represents  good  growth. 

There  are  those  who  doubt  that  another  good  year,  coming  on 
the  heels  of  six  years  of  continuous  expansion,  can  lie  ahead.  But 
there  is  no  set  calendar  when  recessions  must  occur.  We  believe 
that  from  time  to  time,  excesses  and  distortions  will  trigger  reces- 
sions, but  we  do  not  foresee  such  a  prospect  for  1967.  As  we  view 
the  major  spending  components  of  GNP,  it  appears  that  living 
standards  will  continue  to  rise,  although  the  first  half  of  the  year 
will  probably  be  more  vigorous  than  the  second.  Overall,  therefore, 
the  outlook  for  business  in  1967  appears  bright.  Unfortunately,  in- 
flation will  continue  to  mar  the  nation's  otherwise  excellent  eco- 
nomic performance,  particularly  during  the  first  half  of  the  year. 


November  14, 1966. 
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